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This Practice Alert is intended to provide auditors with information that may help them improve
the efficiency and effectiveness of their audits and is based on existing professional literature,
the professional experience of the members of the Professional Issues Task Force (PITF) and
information provided by SEC Practice Section member firms to their own professional staff.
This information represents the views of the members of the PITF and is not an official position
of the AICPA. Official positions are determined through certain specific committee procedures,
due process and deliberation. The information provided herein should be used only with the
understanding that it is to be read in conjunction with professional literature and that it is only a
means of assisting auditors in meeting their professional responsibilities.

Quality of Accounting Principles
Guidance for Discussions with Audit
Committees
This Practice Alert is intended to provide
auditors with information that will assist them
in preparing for and participating in discus
sions with audit committees. In Dec. 1999, in
response to Recommendation No. 8 of the
Blue Ribbon Committee on Improving the
Effectiveness of Corporate Audit Committees
(BRC), the Auditing Standards Board (ASB)
issued Statement on Auditing Standards No.
90, Audit Committee Communications (SAS
90), that amended Statement on Auditing
Standards No. 61, Communications With
Audit Committees (SAS 61) to require the
independent auditor of an SEC client to dis
cuss with a client’s audit committee the qual
ity, not just acceptability, of the entity’s
accounting principles. The BRC was formed
in response to recommendations by SEC
Chairman Arthur Levitt. The BRC published
its final report in Feb. 1999. The report identi
fies its objectives as being “geared toward
effecting pragmatic, progressive changes in
the functions and expectations placed on cor
porate boards, audit committees, senior and
financial management, the internal auditor,

and the outside auditors regarding financial
reporting and the oversight process.” The
BRC Report includes 10 recommendations to
promote those “pragmatic, progressive
changes,” including Recommendation No. 8,
which reads as follows:
The Committee recommends that
Generally Accepted Auditing Standards
(GAAS) require that a company’s outside
auditor discuss with the audit committee
the auditor’s judgments about the quality,
not just the acceptability, of the company's
accounting principles as applied in its
financial reporting; the discussion should
include such issues as the clarity of the
company’s financial disclosures and
degree of aggressiveness or conservatism
of the company’s accounting principles
and underlying estimates and other signif
icant decisions made by management in
preparing the financial disclosure and
reviewed by the outside auditors. This
requirement should be written in a way to
encourage open, frank discussion and to
avoid boilerplate.
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As mentioned above, in response to Recommendation No. 8, in
Dec. 1999 the ASB amended SAS 61 to require additional commu
nications with audit committees of SEC clients. This amendment
adopted a modified form of Recommendation No. 8 requiring that
the independent auditor discuss with the audit committee the qual
ity, not just the acceptability, of the entity’s accounting principles as
applied in its financial reporting. SAS 61, as amended, specifies that
the discussion should involve management and include such matters
as the consistency, clarity and completeness of accounting policies
and disclosures.
The information in this Practice Alert was developed to
assist firms in the identification of matters that may be relevant to
a discussion with an entity’s audit committee of the quality of
accounting principles used in the preparation of an entity’s finan
cial statements.
The following discussion is in the context of communications
between the auditor and the audit committee and/or board of direc
tors. Discussions with the audit committee and/or board generally
would include management because management prepares the
financial statements and is most familiar with the transactions and
environment in which the entity operates.

Auditing Standards Board Action and Objective of
Recommendation No. 8

The PITF believes that the objective of Recommendation No. 8 is to
educate and advise audit committee members so they may better
carry out their oversight role on behalf of the board of directors and
ultimately public shareholders. This objective becomes more criti
cal and sensitive in light of increasing expectations of the financial
community with respect to audit committees.
The audit committee members benefit from the auditor’s views
regarding the quality of the entity’s accounting principles as applied
in its financial reporting. At the same time, management must be
regarded as a critical participant in that discussion. The intimate
knowledge of management concerning the day-to-day as well as
non-recurring matters that influence the operations and financial
reporting is essential to an understanding of the financial informa
tion. To meet the objectives of the amendments to SAS 61, the PITF
recommends the following:

• Manner of Communications. Communications should be
understandable to all members of the audit committee.
• Timeliness of Communications. Discussions with the audit
committee should be sufficiently frequent to ensure that audit
committee members are advised of issues on a timely basis.
• Relevance of Issues Discussed. Periodic communications with
the audit committee need not encompass all accounting princi
ples, estimates and judgments. Rather, the communications could
build on prior communications and address those accounting
principles and unusual transactions that are more significant in
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any particular period’s financial statements. For example, an
asset impairment policy might be discussed in greater detail in
periods in which impairment charges are under consideration,
including periods in which impairment charges were considered
but determined not to be needed.

Following is a discussion of how management and the auditor
may implement the three core communication considerations
described above.

1. Manner of Communications
Management and the auditor should tailor communications with the
audit committee to the professional and educational backgrounds of
the committee members. Management and the auditor can enhance
the accounting and financial literacy of the audit committee mem
bers by providing presentations on accounting issues, professional
publications and financial press articles that will help the members
understand critical and significant accounting and financial report
ing issues.

2. Timeliness of Communications
Timely communication is inherently dependent upon management,
the audit committee, and the independent auditor sharing a common
understanding of the timetable and key milestones in the financial
reporting continuum. The auditor should attempt to complete the
quarterly reviews and annual audit procedures in sufficient time to
provide for discussion of significant matters as required by SAS 61
with the audit committee on a timely basis and not later than the fil
ing of the entity’s Form 10-Q or Form 10-K.The recently adopted
SEC requirement for timely review of quarterly financial informa
tion is intended to provide greater assurance that accounting and
financial reporting issues are identified and resolved timely.

3. Relevance of Issues Discussed
Topics that management and the auditor should consider discussing
with the audit committee would include but not be limited to the
following.

1. The accounting principles applied by the entity for which
acceptable alternative principles are available. The manner in
which each significant alternative accounting principle would affect
the transparency, understandability and usefulness of the financial
information could be discussed. The discussion could include iden
tification of the financial statement amounts that are affected by the
choice of principles as well as information concerning accounting
principles used by peer group companies.
2. Judgments and estimates that affect the financial state
ments. The discussion with the audit committee may include major
items for which reserves and estimates are significant, including
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how such reserves and estimates are determined and subsequently
monitored. Generally a discussion of judgments and estimates
would cover the appropriate disposition of previously established
reserves when the events that caused their creation are no longer
applicable. To the extent that judgments and estimates involve a
range of possible outcomes, the discussion could indicate how the
recorded estimate relates to the range and how various selections
within the range would affect the financial reporting. In particular,
if the entity has significant contingencies for which no reserves or
minimum reserves are provided, the discussion might consider the
current and future financial statement impact of management’s
decisions. If the enterprise has reserves that are “slow moving” in
terms of resolution of the matters to which the reserves relate (e.g.,
litigation or environmental reserves), management and the auditor
might address the continued need for the reserves as well as the
impact of changes in the reserves and the balance of the reserves on
the perception of the enterprise’s financial condition and perfor
mance. The adequacy of the disclosures of such contingencies,
including the exposure to losses in excess of any recorded amounts,
could also be discussed.

3. Consideration of factors affecting asset and liability car
rying values. Management and the auditor could discuss factors
including, but not limited to (a) the company’s bases for determin
ing useful lives assigned to tangible and intangible assets and sal
vage values, (b) discount rates used to value pension and post
retirement obligations, and (c) the carrying value of other assets and
liabilities. The discussion should include the type and quality of
evidence supportive of such factors. The discussion also might
include an explanation of the manner in which factors affecting car
rying values were selected and how alternative selections would
have affected the financial condition and earnings of the enterprise.
The audit committee generally should be made aware of the effect
such judgments have on the financial statements.
4. Use of special structures and timing of actions that affect
financial statements. Examples of special structures or timing
decisions would include off balance sheet financing, research and
development activities, and timing of transactions in order to recog
nize revenues or avoid recognition of expenses. Any special pur
pose financing structures or unusual transactions that affect owner
ship rights (such as leveraged recapitalizations, joint ventures, and
preferred stock of subsidiaries) might be discussed with the audit
committee. The discussion could include information about com
parative structures used in practice and insight regarding the impact
of these special structures on the risks and rewards of the entity and
the timing and amounts of reported income and cash flow. The dis
cussion also could address the impact of such structures on the
transparency and understandability of the enterprise’s economic
position as compared to its financial statements.

5. Evolving issues and choices that affect financial report
ing. Examples of issues and choices affecting financial reporting
would include revenue recognition practices such as “gross versus
net presentation” or “upfront recognition,” outsourcing employee
services, tax planning strategies, lease versus buy decisions, use of

“restructuring plans,” and classification of investments as held-tomaturity versus available-for-sale versus trading. The discussion
should address not only the issues and choices but a comparison of
how such choices affect financial reporting as compared to effects
that would have resulted from other available choices.

6. The frequency and significance of transactions with
related parties particularly those that are not in the ordinary
course of business. Examples of these kinds of related party trans
actions include compensation arrangements, loans, related party
leases, use of corporate assets, or employment of close relatives.
The discussion could address such matters as whether the enter
prise had similar transactions at similar prices with unrelated par
ties, whether transactions were undertaken on a best available price
basis, and whether the transactions or pricing of the transactions
impacted financial reporting in any significant manner that would
not be obvious to a user of the financial statements. Management
and the auditor could consider informing the audit committee of the
financial statement impact and disclosures of these items, as well as
how such transactions reflect the underlying economics. The dis
cussion might also address the adequacy and clarity of the disclo
sure of related party transactions.
7. Unusual arrangements. Examples of unusual arrange
ments would include bill-and-hold transactions, self-insurance,
multi-element arrangements contemporaneously negotiated, and
sales of assets or licensing arrangements with continuing involve
ment by the enterprise. Such arrangements could be brought to the
attention of the audit committee members to ensure that they under
stand how the business and financial reporting is being affected.
The discussion could address the manner in which financial report
ing was affected by the transactions, the transparency of the finan
cial reporting and disclosures, and the impact of the unusual trans
actions on the comparability of financial condition and perfor
mance among past and future periods.
8. Clarity and Transparency. Management and the auditor
could discuss the clarity and transparency of the financial state
ments and disclosures. Examples of items to discuss would include
details about restructuring activities, activity in reserve accounts,
market risk and other risk disclosures, details and comparative data
discussed in management’s discussion and analysis, disclosure of
alternative measures of performance whether in financial state
ments or other materials filed with the SEC or otherwise publicly
distributed, and segment disclosures.
9. Audit adjustments identified in the audit. The discussion
should address adjustments recommended by the auditor whether
or not recorded by management that, in the opinion of the auditor,
have a significant effect on the entity’s financial reporting process.
Further, because of the issuance of Statement on Auditing
Standards No. 89, Audit Adjustments (another amendment to SAS
61), the auditor also must inform the audit committee “about uncor
rected misstatements aggregated by the auditor during the current
engagement and pertaining to the latest period presented that were
determined by management to be immaterial, both individually and
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in the aggregate, to the financial statements taken as a whole.” The
discussions could also include the qualitative and quantitative bases
considered in deciding to record certain proposed audit adjust
ments. The discussion of qualitative and quantitative bases could
address each significant financial statement measure that was con
sidered in arriving at a decision to record or to not record the pro
posed adjustments. For adjustments not made, there should be a
consideration of how the decision not to record the adjustments
affected the period-to-period comparability and the transparency of
reported financial condition and results of operations.

10. Materiality thresholds and cost/benefit judgments.
The discussion could address the qualitative and quantitative cri
teria used by management in making its materiality assessments.
The discussion could also address the performance measures or
other specific factors considered in making materiality judgments.
For example, is materiality measured in relation to sales, gross
margins, segment margin, specific financial statement lines items,
before and after special non-recurring items? The discussion
might address how the materiality criteria affect the period to
period comparability of reported financial condition and results of
operations.
Discussion of Quality, not Acceptability or Preferability, of
Accounting Principles and Judgments

Objective criteria have not been developed to aid in the consistent
evaluation of an entity’s accounting principles as applied in its
financial statements. SAS 61, as amended, directs the discussion
with the audit committee to include items that have a significant
impact on whether the financial statements are representationally
faithful, verifiable, neutral and consistent. These characteristics
can serve as a basis for a discussion of quality in the broadest
sense of the word since these are among the desired qualitative
characteristics of accounting information as set forth in Financial
Accounting Standards Board’s Concepts Statement No. 2,
Qualitative Characteristics of Accounting Information (CON 2).
Appendix A to this Practice Alert provides an expanded list of
qualitative characteristics identified under three models of quality
in financial reporting that were considered in developing this
Practice Alert.
Discussion of Agressiveness vs. Conservatism in
Financial Reporting

Recommendation No. 8 suggests that the auditor’s communication
with the audit committee should address the degree of aggressive
ness or conservatism of the accounting principles applied in the
financial statements. The concept of aggressiveness or conservatism
was viewed by many as too ambiguous to be dealt with effectively
in response to the BRC recommendation. As a result, the amend
ment to SAS 61 that requires the auditor to discuss quality with the
audit committee, as discussed above, addresses the BRC recom
mendation by requiring a discussion of items that have a significant
impact on representational faithfulness, verifiability and neutrality
of the accounting information included in the financial statements
as those terms are defined in CON 2. Accordingly, a discussion of
aggressiveness vs. conservatism is not required. If, however, either
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the auditor or the audit committee desire to discuss this concept, the
following discussion may be helpful.
Conservatism may be defined as prudent reaction to try to
ensure that uncertainty and risks inherent in business situations are
adequately considered. The term today is often misunderstood and
has sometimes been used to defend accounting judgments that may
not be fully supportable. As a result, the crossover between what is
conservative and what is aggressive is sometimes difficult to distin
guish. In the current financial reporting environment, actions that
are conservative to one person may be viewed as aggressive by
another. An entity that provides reserves for losses based on an
overly pessimistic view (and thus may have excess reserves that can
be released into earnings in future periods) may be viewed as
aggressive in the current reporting environment notwithstanding
past experience of companies being viewed as aggressive for hav
ing failed to provide adequate reserves. Providing for losses on a
“too-much, too-soon” basis is as erroneous as providing for losses
“too-little, too-late.” Conservatism in financial reporting should not
be used to justify understatement of income or assets.
Financial statements are useful in making investment and
lending decisions when an entity’s accounting principles are
applied in a manner that is reasonable in light of all known cir
cumstances. Discussions with the audit committee of the degree
of aggressiveness or conservatism in financial reporting may take
into account the financial reporting effects of accounting princi
ples on all of the financial statements and all periods presented as
well as expected future financial statement effects. For example,
the use of inappropriately low salvage values for depreciable
assets will result in the understatement of current period assets
and income. This will, however, overstate income in future peri
ods as the company benefits from the continued use of fully
depreciated operating assets.
Choices among accounting principles and their application
involve judgment. Judgments frequently involve the determination
of a range of reasonableness. In practice, the terms conservative and
aggressive are meant to connote management judgments that are
within the range of reasonableness but are on the safe side or on the
cutting edge of the range of reasonableness. Any discussions with
the audit committee about the aggressiveness or conservatism of
accounting principles should address the manner in which a reason
able range is determined and how choices are made and applied
within that range.
Summary

Under SAS 61 the auditor is required to communicate a number
of matters, including the quality of an entity’s accounting princi
ples, with the entity’s audit committee. The purpose of communi
cation with the audit committee is to provide the audit committee
with information that may assist it in overseeing the entity’s
financial accounting, reporting and disclosure process. The audi
tor’s attention to the accounting and financial knowledge of audit
committee members, the timing of communications, and the
delivery of appropriate content in the proper context will enable
auditors to provide significant insight and assistance to the audit
committee to fulfill its oversight role while observing a high
standard of professional practice.
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Appendix A
Qualitative Characteristics of Financial Reporting

The Financial Accounting Standards Board has identified certain
characteristics of accounting information that make it useful for
achieving the objectives of financial reporting and guide the
selection of accounting principles and policies from among avail
able alternatives. These characteristics include:

Relevance—the capacity of information to make a difference
in a decision by helping users to form predictions about the out
comes of past, present and future events or to confirm or correct
prior expectations. In determining what is relevant, considerations
would include:
• Current trends in the market place;
• Transparency; and
• Clarity
Reliability—the quality of information that assures that infor
mation is reasonably free from error and bias and faithfully repre
sents what it purports to represent.

Comparability—the quality of information that enables users
to identify similarities in and differences between two sets of eco
nomic phenomena.

Consistency—conformity from period to period with unchang
ing policies and procedures.

In addition to the FASB model, there is an academic model of
earnings persistence that could be considered. This academic model
is based on the perspective of the investors’
• Ability to distinguish core earnings from non-core earnings;
• Ability to segregate peripheral financial items or business results
from results that are integral to the ongoing business. This is
facilitated by—
• Identification of the company’s core earnings;
• The SEC’s MD&A concept; that is, disclosure of information
known today that indicates the relevance or non-relevance of
past performance to expected future performance; and
• Prominent display and disclosure of unusual and non-recur
ring items.
A third model suggests that preferability and quality are syn
onyms. In some cases where the accounting literature offers
alternatives, the literature specifies which model is preferable.
Some believe the preferable principle is always the higher quality
principle. In cases where new standards are pending, standards
issued but not yet effective generally are viewed as “preferable.”
Many standards allow for early adoption and are often consid
ered preferable to existing practice. Some view early adoption of
a new standard as higher quality reporting. In the absence of spe
cific accounting literature, some view a principle that is analo
gous to a principle embodied in current literature as preferable or
of higher quality.
However, the deficiency in this third model of evaluating qual
ity is that the terms “preferable” and “quality” in fact are not syn
onymous. A principle need not be preferable in order for it to be a
quality principle.

Practice Alert on Guidance for Independence Discussions
Updated For ISB Interpretation 00-1
Practice Alert, 1999-1, Guidance for Independence Discussions
with Audit Committees, has been updated on the AICPA’s Web site
(as of April 10, 2000) (www.aicpa.org/members/div/secps/
index.htm) to provide guidance on ISB Interpretation 00-1 that
relates to the applicability of ISB Statement No. 1 to Secondary
Auditors.
The following paragraph has been added to Practice Alert
1999-1:
Applicability to Secondary Auditors

In Feb. 2000, the ISB issued Interpretation 00-1, The Applicability
of ISB Standard No. 1 When “Secondary Auditors” Are Involved
in the Audit of a Registrant (the Interpretation). The Interpretation
states that the responsibility to comply with ISB No. 1 rests solely
with the primary auditor. However, the primary auditor’s report to
the audit committee should include “all relationships that might

reasonably bear on the independence of all auditors
participating, at the request of the primary auditor, in the
audit of the registrant’s consolidated financial statements,
including those of any secondary auditors.” (Emphasis added.)
The phrase in bold has caused confusion because most often the
secondary auditor technically is participating at the request of the
client because it is the client who normally engages the secondary
auditor. The Interpretation did not intend that the primary auditor
had to engage the secondary auditor for the Interpretation to
apply. Rather, the Interpretation applies (i.e., the primary auditor
is responsible for including all independence relationships related
to the secondary auditor in his or her report to the audit
committee) if the secondary auditor is auditing a portion of the
financial statements that the primary auditor would require to be
audited for purposes of the consolidated financial statements
included in filings with the SEC.
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Past Practice Alerts
The PITF accumulates and considers practice issues, which
appear to present accounting and auditing concerns for prac
titioners. Previously issued Practice Alerts can be obtained
from the AICPA Web site (www.aicpa.org/members/div/
secps/lit/practice.htm), and are as follows:

94-1:
94-2:
94-3:
95-1:
95-2:
95-3:
96-1:
97-1:
97-2:

Dealing with Audit Differences
Auditing Inventory—Physical Observations
Acceptance and Continuance of Audit Clients
Revenue Recognition Issues*
Complex Derivatives**
Auditing Related Parties and Related Party Transactions
The Private Securities Litigation Reform Act of 1995
Financial Statements on the Internet
Audit of Employee Benefit Plans
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Changes in Auditors and Related Topics
The Auditor’s Use of Analytical Procedures
Professional Skepticism and Related Topics
Revenue Recognition Issues
Guidance for Independence, Discussion with Audit
Committees
99-2: How the Use of a Service Organization Affects Internal
Control Considerations
00-1: Accounting for Certain Equity Transactions

97-3:
98-1:
98-2:
98-3:
99-1:

* Practice Alert 98-3 supersedes Practice Alert 95-1.
** Practice Alert 95-2 is no longer relevant due to recently
issued accounting pronouncements relating to deriva
tives.

The PITF welcomes ideas from practitioners. Any such
ideas should be forwarded to the staff at the AICPA SEC
Practice Section.

Comments or questions on this alert should be directed to the AICPA SEC Practice Section at 201/938-3022.

